TITLE 18. FRANCHI SE TAX BOARD
PROPOSED AMVENDVENTS REGULATI ON SECTI ONS 23038( a),
23038(b)-1, 23038(b)-2, AND 23038(b)-3

Proposed anendnents to Regul ation Section 23038(a), repeal
of Regul ation Section 23038(b), and adoption of Regul ation
Sections 23038(b)-1, 23038(b)-2, and 23038(b)-3 in Title 18
of the California Code of Regul ations were noticed in the
California Regulatory Notice Register on August 1, 1997, in
anticipation of the enactnent of |egislation (Senate Bil
1234, 1997 Regul ar Session) directing the Franchise Tax
Board is issue regul ations substantially simlar to federal
regul ations regardi ng the classification of business
entities for tax purposes.

In general, under Section 23038 of the Revenue and Taxati on
Code and these regul ations, effective January 1, 1997, an
el igible business entity nay be classified as a partnership
or an associ ation taxable as a corporation or disregarded
for tax purposes by election. An eligible business entity
with nore than one owner is classified as a partnership

unl ess the entity nakes an election to be classified as an
associ ation taxable as a corporation. The separate

exi stence of an eligible business entity with a single owner
is disregarded for tax purposes unless the entity elects to
be classified as an associ ation taxable as a corporation.

The adoption of the federal regulations did not alter the
classification of an eligible business entity in existence
prior to the effective date of the federal regul ations.
Unl ess an eligible business entity elects otherw se, an
eligible business entity in existence prior to January 1,
1997, will have the sane classification that the entity
cl ai med under regulations in effect prior to January 1,
1997. However, an eligible business entity with a single
owner that clainmed to be a partnership under federa
regulations in effect prior to January 1, 1997, is

di sregarded for federal tax purposes.

Under Section 23038 of the Revenue and Taxation Code and
regul ations in effect for periods prior to January 1, 1997,
a Massachusetts or business trust was classified as a
corporation for purposes of the corporate incone tax inposed
by Chapter 3 (commencing with Section 23501) of Part 11 of
Division 2 of the Revenue and Taxation Code. In addition,
under California regulations in effect prior to January 1,
1997, a single owner organization engaged in business for
profit was either a sole proprietorship or a “so-called one
man corporation”. However, under federal regulations in



effect prior to January 1, 1997, a Massachusetts or business
trust could be classified as a partnership or as an
associ ation taxable as a corporation.

Under Section 23038 of the Revenue and Taxation Code and

t hese regul ations, an eligible business entity shall be
classified or disregarded for California tax purposes the
sanme as the entity is classified or disregarded for federal
tax purposes. However, if an eligible business entity in
exi stence prior to the effective date of this regul ati on was
properly classified for California tax purposes as an

associ ation taxable as a corporation under Section 23038 of
t he Revenue and Taxation Code and the regul ations

t hereunder, as in effect prior to January 1, 1997, and,

under federal regulations effective January 1, 1997, was
properly classified for federal tax purposes w thout

el ection as a partnership or disregarded for federal tax

pur poses, the eligible business entity shall continue to be
classified, for California incone and franchi se tax

pur poses, as an associ ation taxable as a corporation,
notw t hstandi ng the classification as a partnership or the
di sregard of the entity for federal tax purposes, unless the
entity makes an election to be classified or disregarded the
same as the entity is classified or disregarded for federal

t ax purposes.

Proposed Regul ation Section 23038(b)-3, as noticed on August
1, 1997, permts these eligible entities in existence before
January 1, 1997, to namke an irrevocable election to be
classified the sane as the entity is classified or

di sregarded for federal tax purposes. The effective date
specified in the election can be no nore than 75 days prior
to the date on which the election is filed; however, an

el ection filed within 90 days follow ng “the date of

enact ment of SB 1234 (1997 Regul ar session)” may specify an
effective date of January 1, 1997.

A hearing was held on Septenber 16, 1997, to consider these
revisions. SB 1234 (1997 Regul ar Session) was enacted on
Cct ober 3, 1997 (Ch. 608, Stat. 1997).

After further review the follow ng changes are being nmade to
t he proposed regul ations as published in the California
Regul atory Notice Register on August 1, 1997.

Add | anguage to clarify that, pursuant to Section 23038
of Revenue and Taxation Code, as anended by Ch. 608,
Stat. 1997, and these regul ations, an eligible business
entity is classified or disregarded under these



regul ations only for purposes of California income and
franchi se tax under the Revenue and Taxation Code.

Add | anguage to clarify that, pursuant to Section 23038
and ot her provisions of the Revenue and Taxation Code,
as anended by Ch. 608, Stat. 1997, and these

regul ations, a single owner organization that is

di sregarded for federal tax purposes and for California
i ncone and franchi se tax purposes wll be recognized
for purposes of the return filing requirenents of a
limted liability conpany under Section 18633.5 of the
Revenue and Taxation Code and the credit Iimtations of
a disregarded entity under Sections 17039 and 23036 of
t he Revenue and Taxation Code.

Revi se the date by which certain eligible business
entities may elect to be classified or disregarded the
sanme as the entity is classified or disregarded for
federal purposes with an effective date of January 1,
1997. Under the proposed regul ations noticed on August
1, 1997, the election of an existing eligible entity to
be classified or disregarded for California inconme and
franchi se tax purposes the sane as the entity is
classified or disregarded for federal tax purposes with
an effective date of January 1, 1997, nust be filed

wi thin 90 days followi ng the date of enactnent of SB
1234 (1997 Regul ar Session). The proposed regul ations
are revised to reflect that this election nust be filed
with the Franchi se Tax Board within 90 days foll ow ng
the date this regulation is filed wwth the Secretary of
St at e.

Del ete awkward and redundant | anguage related to the
description of an ordinary trust and restore and update
i nadvertently del eted | anguage regardi ng the effective
date of proposed Regul ati on 23038(a).

Correct nonsubstantive errors in style, spelling, and
formatting. In this regard, incorrectly |abeled
subdi vision (f) of Regulation Section 23038(b)-2 is
redesi gnat ed subdi vision (e).

The proposed changes are shown i n doubl e underscoring of the
new text and bold strikeout of the original text as
publ i shed on August 1, 1997. These nonsubstantive and
sufficiently related changes are being made avail able to the
public for the 15-day period required by Governnment Code
Section 11346.8 and Section 44 of Title 1 of the California
Code of Regulations. Witten coments regarding these



changes will be accepted until 5:00 p.m on Novenber 25,
1997.

A copy of the proposed anendnents is being sent to al

i ndi vi dual s who requested notification of such changes as
wel | as those individuals who attended the hearing and those
who commented orally or in witing and will be available to
all other persons upon request fromthe agency officer nanmed
below. In addition, a copy of the proposed anendnents wl |
be available via the internet at http://ww. ftb.ca. gov .

Al inquiries and witten comments concerning this notice
shoul d be directed to Beverly More (916) 845-3354, FAX
(916) 845-3648 or by mail to Legal Branch, Attn: Beverly
Moore, P.O Box 1720, Rancho Cordova, CA 95741-1720



